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THE BASIS OF RAILROAD CAPITALIZATION 

THE many proposals for railroad legislation that have 
recently been brought to public attention disagree on 
almost every important point. All the more striking, 
therefore, is their unanimity on one measure hitherto subject 
to much dispute. Railway financiers, it is now agreed, should 
no longer have a free hand to issue securities in whatever 
amounts promise them the largest profits. Capitalization is 
henceforth to be subject to strict supervision by federal 
authority. 

Assuming, then, that the railroads are to remain under private 
ownership, one of the most perplexing tasks which the govern- 
ment must face will be to determine what amounts of securities 
may properly be issued against present and future property. 
The determination of a basis of capitalization is a problem fully 
as difficult and subject to as many differences of opinion as is 
the kindred problem of securing a basis of valuation for rate 
making. In seeking a solution the Federal Government will 
doubtless heed the precedents set by those twenty-odd states 
that have already attempted some form of security regulation. 
The present article undertakes to review some of these prece- 
dents. 

But before doing so it is important to take note of a wide 
difference of judgment as to the proper solution of the capi- 
talization problem. The prevailing view, which until recently 
has scarcely been questioned, is that the chief object of 
security regulation is to bring about an equality between the 
face value of outstanding stocks and bonds and the cost or 
value of the property. Securities, according to this view, 
should represent the actual assets, dollar for dollar. Within 
recent years, however, a new proposal has been made, which is 
opposed to the orthodox principle of equality between capital- 
ization and assets. Recognizing the difficulties of making par 
values correspond to actual values, the new plan would abolish 
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par values altogether and thus do away with the possibility of 
deception which is the chief evil of stock watering. Already 
the use of stock without par value has been made legal by 
amendments to the corporation laws of several states and has 
come into high fashion among industrial corporations. Its 
possible extension to the interstate railways is certainly worth 
serious consideration and deserves more attention than it has 
yet received. 

In a later article the author hopes to discuss the merits of 
this plan as applied to the railways. The present study, how- 
ever, will not take it into consideration. Here it is assumed 
that the old principle of equality between capitalization and 
assets is to be retained — a principle which underlies all the de- 
cisions of public service commissions to date. The problem, 
then, is simply this : on what basis shall the corporate assets 
be valued for the purpose of determining the proper amount 
of security issues? 

At the outset of this inquiry it is highly important to bear 
in mind that the problem of a proper basis of capitalization is 
by no means identical with the more familiar problem of a 
proper basis of valuation for rate making. To be sure, there 
is much to be said for the use of the same standard with refer- 
ence to securities and to rates. But there is also much to be 
said for different standards. To choose but one example of a 
possible difference : market value cannot logically be used as 
a test of the " fair value " of public service property for rate- 
making purposes, since the market value itself depends on the 
rates that may be charged. On the other hand, it can be used 
with logical consistency as a basis of security issues, since the 
circular reasoning no longer applies to the case. Of course, the 
determination of a basis of capitalization may depend very 
largely on the determination of a standard of value for rate 
making. But in a discussion of the former topic, the latter 
problem should be assumed to be settled instead of being dis- 
cussed. Emphasis is here laid on the necessity of keeping 
these two problems distinct, since failure to observe this dis- 
tinction has led to much confusion in recent discussions of the 
subject of capitalization. 
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Most writers on corporation finance have mentioned three 
possible bases of capitalization: original cost, reproduction 
cost and earning capacity. In an elementary study this three- 
fold classification may be acceptable ; but for a more thorough- 
going analysis it is quite inadequate. Revision as well as en- 
largement is necessary. The list that follows is by no means 
theoretically complete, but it includes at least the more signifi- 
cant standards that have been considered by public service 
commissions: (i) rate-making value; (2) original investment; 

(3) actual cost {including surplus from reinvested earnings); 

(4) market value; (5) earning capacity. 

The reader will note the omission of reproduction cost and 
the substitution for it of rate-making value. The purpose of 
this change is to indicate that no one would propose to base 
capitalization on the cost of reproduction unless that cost were 
also to be used in fixing the value for rate making. In the 
latter event one might apply the same standard to security 
issues, not on its own merits, but simply because it corresponds 
to the rate-making value. Is it not better, therefore, to drop 
reproduction cost from the list of possible bases and to insert in 
its place rate-makitig value? We may then consider under this 
heading the advantages and disadvantages of keeping the basis 
of capitalization identical with the basis of valuation for rate 
making, however the latter may be determined ; while under 
the other headings we may discuss the reasons for some inde- 
pendent test of capitalization. 

Let us now consider in turn the five possible bases mentioned 
above, first noting the opinions of various public service com- 
missions and then summarizing the arguments for and against 
each basis. 

Rate-making Value 

At first glance, it would seem fairly obvious that the par 
value of outstanding securities should correspond to the value 
of the property for rate-making purposes. Such a conformity 
would serve to inform investors as to the return which they 
might be permitted to earn. Yet nearly all public service com- 
missions have seen fit to make a distinction between a fair value 
for rates and a standard for security issues. 
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To this general statement, however, some exceptions must 
be noted. The example of Maryland is a case in point. Sev- 
eral years ago, the Public Service Commission of that state 
made a report to the legislature, in which it complained that 
it was not permitted, under the law as it then stood, to author- 
ize the issuance of stock dividends. To this restriction the 
commission objected on the ground that stock dividends are a 
necessary means of adjusting capitalization to value for rate 
making. The report said : 

But in a case where the books have been accurately kept, no disad- 
vantage could accrue to the public by permitting the capitalization of 
earnings expended in plant extensions for a period of, say, five years 
before the application. So far as rate making is concerned, it is based, 
under the rulings of the courts, upon the value of the property, and 
the more nearly the value of the property and the par value of the out- 
standing securities agree, the less likelihood there is of misunderstand- 
ing upon the part of the public, and the less difficulty the commission 
will have in administering the law justly and to the best advantage of 
all concerned.' 

Apparently this report of the commission was heeded by the 
legislature, for in 191 8 the public-service law was amended so 
as to permit corporations under its jurisdiction to issue secur- 
ities 

when necessary or desirable, in the discretion of the commission, to 
cause the aggregate capitalization to conform to the fair value of the 
property of such corporations as established by the commission pursu- 
ant to the provision of section 30 of this Act. 2 

" Fair value " in the above statute means value for rate-making 
purposes. The law does not state how it is to be measured, 
but the commission has used a composite of factors without 
accepting any one basis as alone controlling. 3 

1 IV Ann. Rep. Md. P. S. C. 21 (1913), P. U. R. 1917 D 857. 

2 L. 1918, ch. 408, sec. 27. 

3 See, for example, the rate case, Re Chesapeake & Potomac Telephone Co., P. 
U. R. 1916 C 925. In at least one case the commission has already authorized a 
security issue under the provision of the amendment of 1918 (Re Chesapeake & 
Potomac Telephone Co., IX Ann. Rep. Md. P. S. C. 286 (1918), abstracted in P. 
U. R. 1919 A 1026). 
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The New York Public Service Commission for the First Dis- 
trict, while not accepting consistently any one basis of capital- 
ization, has several times indicated that the same standard 
should be used for securities as for rate-making value. In the 
decision on the Second Reorganization Plan of the Third 
Avenue Railway Company, rejecting the plea that securities 
should be approved to an amount equal to the original invest- 
ment, Commissioner Maltbie delivered the following opinion : 

The mere fact of investment does not establish a perpetual value not 
only because a mistake in judgment may be made, but also because 
property may be allowed to deteriorate, because progress in the arts 
may make it obsolete, and because a change in economic conditions 
may decrease the use made of it by the public. . . . The commission 
believes the proposition to be sound that capitalization should have a 
direct relation to value. 1 

By " value " the commissioner appears here to mean replace- 
ment cost depreciated. It is clear that the decision is applying 
to capitalization the same tests that would be applied in finding 
the " fair value " in a rate case. To be sure, the commission 
has more recently expressed a preference for actual cost rather 
than replacement cost as a basis for security issues, whenever 
that cost can be ascertained. 2 But this preference does not in- 
dicate a distinction between the basis of capitalization and that 
of rate-making value, since the commission, in its more recent 
decisions, has been inclined to accept actual cost for the latter 
purpose as well as for the former. 3 

The California Railroad Commission has on at least one 
occasion accepted by implication the view that rate-making 
value, based on replacement cost depreciated, should also be 
the standard of capitalization. In an application of the Pacific 

1 II P. S. C. R. (ist Dist. N. Y.) 390 (1910). 

'Re Bronx Gas & Elec. Co., VI P. S. C. R. (ist Dist. N. V.) 243 (1915). In 
approving the issuance of securities to purchase new property the commission has 
always used actual cost as the test; see the list of precedents cited in Manhattan ft 
Queens Traction Corporation, V. P. S. C. R. (ist Dist. N. Y.) 71 (1914). 

3 See, for example, Re N. Y. & North Shore Traction Co., P. U. R. 1918 A 893; 
also, Makes v. Flatbush Gas Co., N. V. State Dept. Repts., vol. xv (1918), p. 171. 
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Gas and Electric Company for permission to issue a stock divi- 
dend, the commission denied the petition on the ground that 
the dividend would result in a disparity between the total 
amount of securities outstanding and the replacement cost de- 
preciated. 1 

But the opinions cited above are exceptional. The more 
general practice is to use different tests for security issues and 
for rate-making value. The prevailing tendency is to authorize 
security issues on the basis of original investment or actual 
cost, while using cost of reproduction at least as one of the im- 
portant factors in fixing the "fair value" on which to base 
rates. In the following section we shall discuss the reasons for 
this policy. 

Other distinctions have also been made. In a recent reor- 
ganization case, the Missouri Public Service Commission gave 
two possible reasons for differentiation. The opinion reads as 
follows : 

The determination of fair value for the purpose of limiting the secur- 
ities to be issued on reorganization of a railroad company is a different 
question from determining present value in a rate case, in at least one 
respect, that the " earning power at reasonable rates "is to be taken 
into consideration in the former. There may also be property not 
used and useful for railroad purposes which might properly be included 
in determination of value of property in a reorganization, and excluded 
in a valuation for rate making. 2 

The first distinction in the above-quoted opinion, by which 
earning power is considered in capitalization cases though not 
in rate cases, has also been maintained by the New York Com- 
mission for the Second District and by other rate-making 
bodies; to these cases reference will be made in the section on 
the market-value basis. 

The second distinction, according to which certain property 
may be included in the value for capitalization but not in the 
value for rates, is due to the fact that railroads engage to a 

1 P. u. R. 1916 D 276. 

' Re St. L. & S. F. R. R. Co., Ill Mo. P. S. C. 664, 689, P. U. R. 1916 F 77- 
See also Re Dunham, P. U. R. 1916 E 544. 
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greater or less extent in outside business. Of course, the non- 
railroad property should not be included in valuation for rate 
making, but if it is recognized as a legitimate undertaking for 
a railroad, it may be considered in the capitalization allowance. 1 
Still another divergence between rate value and capitaliza- 
tion value was indicated by the New York Court of Appeals, 
in a review of a rate decision by the Public Service Commis- 
sion for the First District. 2 The case involved the treatment 
of " going-value " in the Wisconsin sense of the accrued deficit 
from early operation. The commission had urged against the 
allowance of this item in rate-value that such deficits are not 
properly subjects of capitalization. To this contention the 
court replied as follows : 

It may be, as is urged, that a well-conducted enterprise will charge 
the cost of developing the business to operating expenses and that it 
would open the door to an overissue of securities to permit the capital- 
ization of early losses. In answer, it is sufficient to say that we are 
dealing, not with proper methods of bookkeeping, not with the proper 
capitalization upon which to issue securities, but solely with the fair 
return which the company is entitled to receive from the public. 
Treating a reasonably necessary and proper outlay in building up a 
business as an investment for the purpose of determining the fair rate 
of return to be charged is far from holding that it should be treated as 
capital against which securities might be issued. 3 

Accrued deficits, according to this decision, may properly be 
added to rate value, but perhaps not properly added to capital- 
ization. The court did not state the grounds on which it made 
this distinction, but one may surmise that it had in mind the 
prudence of valuing and capitalizing corporate assets at a 
minimum. 

Summing up these various opinions of courts and commis- 
sions, one finds sanction for each of the following distinctions 
between the basis of capitalization and the basis of rate-making 

' On this point see D. & H. Co., I. P. S. C. R. (2nd Dist. N. Y. ) 392 (1908), 
decision reversed in People ex re/., the D. & H. Co. v. Stevens, 197 N. Y. 1. 
'Kings County Lighting Co. v. Willcox, 210 N. Y. 479 (1914). 
* Ibid., pp. 488-9. 
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value: (1) the use of original investment or actual cost in the 
former case and replacement cost in the latter; (2) the ac- 
ceptance of earning capacity as a factor in the one case but 
not in the other; (3) the addition of the value of non-public- 
service property for securities but not for rates; (4) the allow- 
ance of accrued deficits from early operation as an item in rate- 
making value but the rejection of this item in fixing the proper 
capitalization. Doubtless other distinctions have been made 
which have not come to the writer's attention. 1 

What, now, is to be said for the use of the same standard of 
value in security cases as in rate cases, and why have commis- 
sions so generally adopted different bases? The chief reason 
for accepting the same basis has already been suggested : it is 
that the par values of securities are accepted by the unwary as 
an indication of the actual value, and therefore that any excess 
of capitalization over value for rate making might deceive in- 
vestors as to the return that they would be permitted to earn. 
Of course, such a danger would not be present if the amount 
of securities were less than the valuation for rate making; and 
precisely that situation might be expected in most cases at the 
present time, where securities are based on original cost, while 
rates are based on cost of replacement. But original cost is 
not in all cases less than replacement cost; and in the future, 
under a period of falling prices, the tendency may be quite the 
reverse. 

In spite of this cogent reason in favor of the same standard 
for securities as for rates, the argument against it is even 
stronger, so long as rates are to be based on cost of replace- 
ment. One objection alone would be conclusive against basing 

1 The tendency of nearly all commissions is to be much more liberal in fixing the 
limit for security issues than in setting a value for rate making. For example, most 
commissions have on occasion permitted the capitalization of replacements, and some 
of them have authorized the issuance of securities below par. But action of this sort 
has been a concession to the necessities of the case, taken by commissions with the 
full recognition of the fact that it violates the accepted principles of sound capital- 
ization. For an analysis of the decisions of public service commissions on these and 
similar points see the various recent articles by Ralph E. Heilman, especially " Prin- 
ciples of Public Utility Capitalization ", Journal of Political Economy, vol. xxiii 
(191 5), pp. 888-909. 
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securities on the latter standard; namely, the practical diffi- 
culty of reducing outstanding capitalization in order to make 
it correspond to a fall in the value of the property. Once the 
securities are issued, they cannot be recalled except at great 
inconvenience to the holders. Moreover, legal difficulties 
might prevent a scaling-down. On that account, it is essential 
that the basis for security issues be stable, not subject to fluctu- 
ations up and down with changing physical valuations of the 
property. 

But even if the practical objections to the use of replacement 
cost could be overcome, the wisdom of applying that standard 
to security issues would be very doubtful. On many accounts 
it is important that the par value of the securities should repre- 
sent the actual investment, even though some other test of 
*' fair value " for rate making be accepted. This point is dis- 
cussed in the following section. 

Original Investment 

According to this basis every dollar in par value of stocks 
and bonds must represent a dollar contributed to the enterprise 
by the investors. No securities may be issued to cover un- 
earned increment, and none may be issued against surplus from 
reinvested earnings. 

On the whole, one may say that those commissions which do 
not permit the use of stock dividends accept original invest- 
ment as the proper basis of capitalization; for obviously, if 
some other standard, such as replacement cost or market value, 
were adopted, it would be necessary to authorize stock divi- 
dends whenever the valuation should exceed the amount of 
outstanding securities. 1 In Massachusetts, New Hampshire, 
South Carolina and the District of Columbia, stock dividends 

'This statement is subject to qualification. For instance, in reorganization cases 
and in consolidation cases the new capitalization may be made to correspond to re- 
placement cost or to any other basis without resort to the use of a stock dividend in 
the technical sense of the term. The practice of commissions in reorganization cases 
is noted below. 
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are illegal, 1 while in other states their use is much restricted by 
commission rulings. 

For many years the policy of Massachusetts has been to 
limit stock and bond issues of public utilities to the original in- 
vestment. 2 Every application by companies for permission to 
capitalize their surplus has been denied by the regulating com- 
missions. This drastic restriction of security issues is in large 
measure the outcome of principles of rate regulation that have 
been accepted in Massachusetts — at least in the case of gas and 
electric companies. The Board of Gas and Electric Light Com- 
missioners of that state has always denied the right of utilities 
to earn on their surplus such high rates of profit as are allowed 
on the capital contributed by the investors. Quite naturally, 
therefore, it has refused to permit the issuance of securities 
against surplus ; for such permission would appear to concede 
the right of stockholders to earn the normal rate of return on 
the entire property. 3 

In the matter of security issues New Hampshire has followed 
the Massachusetts precedent by forbidding stock dividends. 4 

1 Mary L. Barron, "State Regulation of the Securities of Railroads and Public 
Service Companies", Annals of the American Academy of Political and Social Sci- 
ence, vol. lxxvi (1918), p. 181. 

* This policy, however, is not in every respect consistently followed ; exceptions are 
noted at a later point in this article. 

* Cases illustrating the position of the Massachusetts Board of Gas and Electric 
Light Commissioners in the matter of surplus are : 

(a) With respect to rate making, Springfield Gas Co., IX Ann. Rep. 6 (1893); 
East Boston Gas Co., ibid., p. 9; Worcester Gas Lt. Co., X Ann. Rep. 31 (1894); 
Haverhill Gas Co., XVI Ann. Rep. 9 (1900); Haverhill Gas Co., XXVIII Ann. 
Rep. 41 (1912). Cf. also an article by Morris Schaff, Chairman of the Mass. Board 
of Gas and Electric Light Commissioners, on "Capitalization of Earnings of Public 
Service Companies ", Annals Amer. Acad. Pol. &* Soc. Science, vol. liii (May, 
1914), pp. 178-181. 

(b) With respect to security issues, Edison Elec. Ilium. Co. of Fall River, XI 
Ann. Rep. 20 (1895); Maiden & Melrose Gas Lt. Co., Hid., p. 29; Haverhill Gas 
Securities Co., XV Ann. Rep. 6 (1899) and XVI Ann. Rep. 11 (1900); Haverhill 
Gas Co., XXVII Ann. Rep. 79 (1911); Fall River Gas Works Co., XXVIII Ann. 
Rep. 98, reversed by court in 214 Mass. 529. 

* See, for example, Grafton County Elec. Lt. & P. Co., V N. H. P. S. C. R. 160. 
In this case, the commission went so far as to refuse to permit a merger on the ground 
that it would result in an increase of capitalization and would therefore violate the 
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But unlike Massachusetts, the New Hampshire Public Service 
Commission has not accepted original investment as the con- 
trolling basis in a rate case. 1 Here, then, is an illustration of 
the tendency of commissions to distinguish between the " fair 
value " for rate making and the basis of capitalization. 

Let us now consider the merits of original investment as the 
standard in security cases. Of course, its advantages would be 
clear enough if rate-making value were to be determined by the 
same method. But, with the important exception of Massachu- 
setts, public service commissions have followed the rulings of 
courts in refusing to accept that basis in rate cases. On what 
grounds, then, may it be used as the basis of capitalization? 

To this question the answer is two-fold. In the first place, 
the original investment basis has the practical merit of being 
stable, whereas most other bases are fluctuating. We have 
already noted this point as a fatal objection to the use of re- 
placement cost. In the second place, there is a decided ad- 
vantage in making the par value of the securities stand as a 
public record of the actual contribution of investors. Even 
though this contribution may not be used at the present time 
as the criterion of " fair value " in rate regulation, it should 
nevertheless be given all possible publicity. Finality in the 
principles of valuation has been by no means attained ; and it 
is quite possible that publicity of the actual investment, if it 
should reveal excessive rates of profit, might lead to a radical 
revision of the present methods of valuation. But even assum- 
ing reproduction cost to be the permanent method of valuation 
in rate cases, it is highly important that investors should know 
the actual rates of profit on the original investment. Those 
who support the use of replacement cost as the basis of valua- 
tion say that the possibility of gain through unearned incre- 
ment in the values of land and other fixed capital will serve as 

spirit of the law forbidding stock dividends. This decision, however, was overruled 
by the court (Grafton County Elec. Lt.& P. Co. v. State, 94 Atl. 193, P.U. R. 1915 
C 1064). 

1 In rate cases this commission has refused to accept exclusively any one basis of 
valuation, but has assumed to consider all relevant factors. See the Index- Digests 
in vols, iv and vi of the Reports. 
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an inducement to investors in lieu of a higher rate of return on 
the original contribution. But this view presupposes not 
merely the possibility of unearned increment but also the 
recognition of that possibility by investors. The best way to 
advertise the opportunity for future profits is to make known 
the actual gains in the past; and for that purpose a capitaliza- 
tion restricted to the original investment would be most 
effective. 

Actual Cost 

This standard resembles the previous one in using original 
rather than present cost but differs from it in taking the cost 
of the entire property — not merely that part of the cost that 
was defrayed from the proceeds of security issues. In a word, 
the difference is this : that actual cost equals original invest- 
ment plus surplus from reinvested earnings. 

Of the many disputable points of rate regulation few have 
given the courts and commissions more concern than the treat- 
ment of corporate surplus in fixing a " fair value ". Is a public 
service company entitled to a return on the earnings that have 
been reinvested in the property, or should it be restricted to a 
fair return on the original contribution only? To this ques- 
tion commissions have given different answers, although courts 
have almost invariably held that a return may be earned on 
surplus. We are not here concerned, however, with the merits 
of this controversy. That is a problem in rate making and 
not a question of capitalization. For us the problem is simply 
this : assuming that a company is entitled to a return on sur- 
plus from reinvested earnings, should it also be permitted to 
capitalize that surplus by issuing certificates against it? 

As we have already noted, public service commissions have 
to face this problem in connection with applications for per- 
mission to issue stock dividends. Such issues are justified by 
applicants on the ground that they represent actual capital 
secured by the reinvestment of earnings which might have been 
distributed among stockholders in the form of a cash dividend. 
On this point the laws and practices of the different states vary. 
We have already observed that Massachusetts and New Hamp- 
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shire strictly forbid stock dividends. On the other hand, the 
commissions of New Jersey, 1 Vermont, 2 Michigan, 2 Ohio, 2 Illi- 
nois, 3 Indiana* and California 5 have authorized companies to 
issue stock dividends in order to capitalize a bona fide surplus 
from reinvested earnings. Where this practice has been per- 
mitted, the actual cost basis of capitalization is generally the 
accepted principle. 6 

Even some commissions that do not directly permit the use 
of stock dividends have allowed the same end to be attained 
by indirect means. In this matter the precedent has been set 
by New York. Up to 1910 the law of that state provided that 
a public service corporation might issue securities only for one 
of the following purposes : ( 1 ) the acquisition of property ; 
(2) the construction, completion, extension or improvement of 
its facilities; (3) the improvement or maintenance of its ser- 
vice ; and (4) the discharge or lawful refunding of its obliga- 
tions. 7 These four conditions, which were copied almost ver- 
batim by other states, 8 did not seem to authorize security issues 
for the purpose of capitalizing reinvested earnings — at least, so 
it was held by the New York Commission for the Second Dis- 

1 P. U. R. 191 7 E 720, 1918 B 240 and 1046. See also a statement by the New 
Jersey commission of general principles governing its action in security cases, III 
Ann. Rep. N. J. P. U. C. 161 (1912). 

' P. U. R. 1916 C 606, 607. 

S P. U. R. 1915 A 205. 

♦P. U. R. 1915 A 540. 

5 P. U. R. 1915 C 324, 1916 D 276. 

* It would not be correct, however, to say that all commissions which permit stock 
dividends accept actual cost basis of capitalization. For example, the Maryland 
Public Service Commission is authorized by law to permit stock dividends when 
necessary to make the total capitalization equal "fair value", i. e., rate-making 
value. The California commission on one occasion refused to permit the issuance of 
a stock dividend on the ground that capitalization would thereby be raised above the 
rate-making value. Both of these cases have been noted above, under the heading, 
Rate-making Value. But these are exceptional cases. 

'L. 1907, ch. 429, sees. 55 and 69. 

8 Several states still retain these four conditions without the amendment presently 
to be noted. According to my latest information, these states are Georgia, Kansas, 
Massachusetts, Michigan, Nebraska and New Hampshire. 
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trict. 1 But in 19 10 the law was amended and a fifth clause 
added, which provides that securities may be issued " for the 
reimbursement of moneys actually expended from income or 
from any other moneys in the treasury of the corporation . . . 
within five years next prior to the filing of an application with 
the proper commission "." This new clause, which was soon 
copied by other states, 3 entitles a company that has reinvested 
earnings in its property to capitalize the resulting surplus by 
issuing new securities. Whether or not the amendment directly 
permits stock dividends is a point on which commissions have 
differed. The California Railroad Commission seems to have 
answered in the affirmative. 4 On the other hand, the New 
York Public Service Commission for the Second District does 
not interpret the amendment of 1910 as sanctioning stock divi- 
dends. It holds that, under the fifth clause, securities may be 
issued only for cash, and that this cash must be used to " re- 
imburse the treasury" for funds that it has already paid out on 
capital account. 5 But whichever way the law is interpreted, 
the practical result is the same. For a company, under the 
New York ruling, may simply issue stock for cash, and may 
immediately afterwards pay out that cash in dividends. As the 
New York commission frankly recognized, the outcome in this 
case would be precisely the same as if the company had issued 
a stock dividend. 6 

x Re Erie R. R. Co., I. P. S. C. R. (N. Y. 2nd Dist.) 115 (1908); Re Babylon 
Elec. Lt. Co., ibid., p. 132. On the other hand, the Georgia Railroad Commission, 
acting on the advice of counsel, held that it was empowered to permit stock divi- 
dends under a law similar to that of New York, XXXVIII Ann. Rep. Ga. R. R. C. 
31, 93 (1910). Perhaps, however, the Georgia commission may have based its de- 
cision on a clause in the statute, not present in the New York law, stating as a fifth 
condition that securities may be issued " for lawful corporate purposes falling within 
the spirit of this provision." 

2 L. 1910, ch. 480, sees. 55 and 69. 

'Arizona, California, Illinois, Indiana, Maine, Missouri, Ohio, Wisconsin (Barron, 
op. at., p. 179). 

4 P. U. R. 1915 C 324, 1916 D 276. 

5 to Central Hudson Gas & Elec. Co., Ill P. S. C. R. (2nd Dist. N. Y.) 386 
(1912). 

6 Ibid. 
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At the present time actual cost is by far the most widely- 
accepted basis of capitalization among state commissions. 
What accounts for its general acceptance ? Compared to rate- 
making value — as that value is usually determined — it has the 
marked advantage of being stable. But, as we have already 
observed, this merit is also possessed by the original investment 
basis. Why, then, should actual cost be preferred to the latter 
standard? In other words, why should surplus be capitalized? 

To this question an obvious reply would be that, since sur- 
plus, under the rulings of the courts, must be counted as part 
of the property on which investors may claim a return, there is 
no need to distinguish it from any other part of the investment 
by leaving it uncapitalized. But that statement may be ser- 
iously questioned. At least two reasons may be given for 
making the distinction between surplus and original capital. 
In the first place, it is sound financial policy to maintain a sur- 
plus as a reserve to equalize dividends over good and bad years 
and to meet emergency demands. 1 In the second place, it is 
important to keep a record of the amount of capital contributed 
by investors as distinct from the amount contributed in earn- 
ings by the rate-paying public. What the public wants to 
know and what the investors need to know is the exact rela- 
tion between the net earnings of a public utility and the con- 
tribution of the security holders. This relation can be most 
clearly seen if the outstanding securities represent, dollar for 
dollar, the original investment. We have already discussed 
this point in the previous section. 

In view of these serious objections to the capitalization of 
surplus, why do most states permit the practice? Probably 
this liberality is due not so much to theoretical principles as to 
practical considerations of finance. Many public utilities would 

1 However, it would not always be necessary to devote the entire surplus to that 
purpose; a sufficient part might be set aside as a reserve, and the remainder capital- 
ized. Indeed, this compromise measure has been approved by the New Jersey 
Board of Public Utility Commissioners in a recent security case, in which it allowed 
a company to issue stock dividends, but required it to leave uncapitalized fifteen per 
cent, of the cost of the property (Toms River Elec. Co., V Ann. Rep. N. J. P. U. 
C. 682 [1918]). 
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be unwilling to reinvest earnings in improvements if they were 
not given the opportunity to capitalize that reinvestment by 
issuing stock dividends. Therefore, in order to induce com- 
panies to make improvements out of earnings, commissions 
have adopted the liberal policy with respect to securities. 
Whether or not the advantages to be secured by this conces- 
sion outweigh the disadvantages of concealing the original in- 
vestment — and hence, the actual rate of profits — is a question 
which the writer does not attempt to answer. But he would 
call attention to the fact that the Railroad Securities Commis- 
sion, in its now famous report to the President, expressed the 
view that all stock and scrip dividends should be prohibited. 
" It is far better", said the report, " to let the increased value 
be shown by a higher rate of dividend on the existing shares 
of stock, instead of by an addition to their nominal amount." ' 

Market Value and Earning Capacity 

According to the market value basis, securities should be 
issued in such amounts as to make the total par values approx- 
imately equal to the market values. All stocks and all bonds 
must be worth par, or else those which are quoted below par 
must be offset by those which are quoted at a premium. 

Writers on corporation finance have often failed to distin- 
guish between the market-value basis and a kindred but by no 
means identical basis, usually termed " earning capacity " or 
" earning power." As the term is currently used, it means 
simply the expected net earnings capitalized at some hypoth- 
etical rate of interest — say four or five per cent. The figure 
arrived at by this mathematical process is supposed to indicate 
the proper limit of security issues. Obviously, a capitalization 
arrived at in this manner may have some relation to the market 
values of the securities, for these values depend to a very large 
extent upon the net earnings. But, although the two bases are 
related, they may differ widely in amount. Everything de- 
pends on the rates of capitalization. If " earning power" hap- 

1 Report of the Railroad Securities Commission to the President, 62d Cong . , 2d 
Sess., H. R. Doc. No. 256, December 11, 191 1, p. 27. 
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pens to be computed at the same rate at which the market 
capitalizes the earnings, it will be identical with market value 
— otherwise not. 

For the most part, commissions have sanctioned neither 
market value nor earning capacity as the test of proper capital- 
ization. But to this rule there have been exceptions. The 
public utilities statutes of New York and of Missouri recognize 
" earning power at reasonable rates " as one of the elements to 
be considered in determining the " fair structural value" for 
capitalization in reorganization cases. 1 A more unqualified en- 
dorsement of the earning-power theory was given in some early 
decisions of the New York Public Service Commission for the 
Second District. In an opinion on the application of the West- 
chester Street Railroad Company 2 for permission to issue capi- 
tal stock Commissioner Stevens discussed at length the proper 
basis of capitalization. After remarking that value, in the strict 
economic sense of the word, means nothing but exchange value, 
he concluded : 

In cases where the sole attraction of a property which gives it ex- 
change value, or in other words creates a desire for its ownership, is 
pecuniary gain, the measure of the desire and hence of the ratio of 
exchange is clearly the amount of gain which it is believed can be re- 
alized. This fundamental consideration indicates that the net earn- 
ings rule of valuation, when properly and carefully applied with due 
regard to all the features of the individual case, is probably the one 
having the surest support of basic principles. 3 

In the case at hand, the company had failed to earn even 
operating expenses, but the commission allowed a capitaliza- 
tion of about $400,000, perhaps as a generous estimate of the 
earning possibilities for the future. That figure was below the 
estimated replacement cost depreciated — $445 ,694 ; so that, in 
this particular instance, earning power was the conservative 
rather than the liberal basis. This ruling of the New York 

1 This point is discussed further below. 

'Ill P. S. C. R. (2nd Dist. N. V.) 286 (1912). 

" Ibid., 327. 
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commission, however, was not unanimous. In an able dissent- 
ing opinion Commissioner Sague said : 

I disagree with the theory as developed in this case, and believe that 
too much stress is placed upon the element of earning power, and too 
little on the other items which determine value ... the duty of the 
commission is to approve of an amount of capital which can be used in 
making up an honest balance sheet which can be applied later, either 
by the commission or the public, as a basis for determining whether a 
corporation is giving its customers fair treatment . . . the most im- 
portant basis for capitalization would appear to be the money which 
has been skilfully and economically invested in the property. 1 

A similar majority decision and a similar dissenting opinion 
from Commissioner Sague were rendered on the application of 
the Canadian American Power Corporation 2 for permission to 
capitalize a profitable contract for the purchase of electricity. 

The Illinois Public Service Commission has also given weight 
to earning power in certain security cases. In several instances 
the commission has permitted a company to purchase property, 
and to capitalize that purchase, at an amount in excess of the 
fair value for rate-making purposes. 3 This distinction was 
justified, in one case, in the following words : 

This commission, among others, has heretofore recognized the dif- 
ference between the value of a utility when used as a basis for fixing 
schedules of rates and when it is made the object of purchase and sale 
between a willing buyer and seller. The allowance of the higher value 
in the latter case may easily be justified upon the grounds that a pro- 
spective purchaser may be satisfied with a smaller return upon his 
money than he may believe the commission would allow him in a pos- 
sible future rate-making inquiry . . .* 

Much the same position was taken by the New Hampshire 
Supreme Court in overruling a decision of the New Hampshire 

1 Ibid., 342. 

J IV P. S. C. R. (2nd Dist. N. Y.) 40 (1914). 

*Re 111. Terrain. R. Co., P. U. R. 1917 B 494; cf. also IV 111. P. U. C. 850, 855, 
859 (1917)- 

'P. U. R. 1917 B 509-10. 
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Public Service Commission, which had refused to allow a de- 
sired increase of securities upon consolidation. 1 The decision 
turned partly on the question whether such an increase violated 
the law forbidding stock dividends and partly on the more 
general question of the propriety of the proposed capitaliza- 
tion. On both points the commission had decided against the 
company ; but on both points this decision was overruled by 
the court. According to the court, the value of the property 
for the purpose of issuing securities should be based on the 
answer to the question, "What would a single individual, with 
abundant means, desirous of engaging in the business, but per- 
haps cautious in making investments, pay for such properties 
in the situation found upon the data of the capitalization? " - 
Here the court apparently accepts " reasonable market value " 
as the basis for security issues. 

The principal argument usually advanced in support of both 
the market-value and the earning-capacity bases of capitalization 
rests on an appeal to sound economic theory. Capitalization, 
it is said, should represent the value of the property. But 
value, in its strict economic sense, means simply market value. 
Therefore the popular notion that capitalization should be equal 
to cost — whether original cost or replacement cost — rests 
on an economic fallacy. The proper standard is either market 
value or else earning power, which is the basis of market 
value. 

If the above appeal to " sound economics " could be accepted 
as having any claim whatever to validity, it would apply only 
to the strict market-value basis of capitalization and not to the 
earning-power basis. For current economic theory recog- 
nizes no capitalization of earnings at any other rate than the 
actual market rate. The idea of finding value by capitalizing 
net earnings at an assumed rate is quite foreign to economic 
theory. 

But irrespective of this point, the argument rests on an in- 

1 Grafton County Elec. L. & P. Co. v. State, P. U. R. 191 7 E 345; cf. also P. 
U. R. 1915 C 1064. 
5 P. U. R. 1917 E348. 
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valid assumption ; it assumes that capitalization should really 
be based on value, and that the only problem is to determine 
what that value is. As a matter of fact, the very opposite is 
more nearly true. Capitalization might better represent almost 
any other significant fact than value. For the value may be 
found simply by reference to current price quotations. Why, 
then, attempt to indicate it in the par values? The same re- 
mark is in point with respect to the earning-power basis. As 
Cole puts it, 

What is the advantage of capitalizing on the basis of earning capac- 
ity? .. . The mere schoolboy, if you tell him the earnings of a com- 
pany, and the rate of interest, can tell you its capitalized value. In 
other words , to register on the books a capitalization based on earning 
capacity is not only to register an unnecessary figure, but to bury the 
actual cost of the assets. 1 

The real grounds, however, upon which the earning-power 
basis is favored by most financiers are quite different from the 
theoretical reasons stated above. Securities may be made 
more marketable if the capitalization is in more or less direct 
relation to the net earnings. A small issue of stock, paying 
high rates of dividends, cannot be sold on such favorable terms 
as can a larger issue that pays the same amount of dividends 
but at lower nominal rates. Investors feel that a stock paying 
only four or five per cent, is safer than a stock paying eight or 
ten per cent., and therefore, they will pay more in proportion 
for the former. 

The earning-power basis of capitalization allows financiers to 
take advantage of this preference for low-dividend-paying 
stocks. By making a very liberal and optimistic estimate of 
the future earnings and by capitalizing this estimate at a 
high amount — that is, at a low rate — they are able to boost 
market values above the prices that would prevail under a more 
conservative capitalization. 

But when the earning-capacity basis is interpreted and justi- 

1 William Morse Cole, Accounts, Their Construction and Interpretation, rev. ed. 
(Boston, 1915), p. 208. 
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fied in this way, it loses all pretense of representing the value 
of the property. Capitalization, instead of corresponding to 
the assets, is really determined at whatever amount will give to 
the securities their highest market values. The principle was 
aptly stated by Frederick Strauss when he remarked that 
, .capital seeks that form of expression in the way of stock and 
bond issues that has the greatest market value." ' Since this 
principle is at the root of all those evils of stock watering that 
we desire to prevent, it will hardly be accepted in defense of 
earning power as the proper basis of capitalization. 

Assuming the validity of the principle that nominal capital- 
ization should correspond to actual assets, which of the five 
proposed bases of valuation should be chosen? In principle, 
at least, the choice should rest with that basis which will be 
most useful as a public record. Judged by this test, market 
value, earning capacity and perhaps even rate-making value 
would have to be ruled out — market value because it is easily 
noted from the stock quotations ; earning capacity because it 
can be computed by anyone who knows the net earnings and 
the assumed rate of capitalization ; rate-making value because 
it is given so much publicity in rate decisions that some differ- 
ent statistical fact might better be represented in the nominal 
capitalization. The choice, then, would seem to lie between 
original investment and actual cost, with the balance in favor 
of the former. 

This, we say, would be the logical choice. But in practice, 
public service commissions have followed no such line of rea- 
soning. They have used first one basis, then another, then a 
combination of several — depending on the circumstances of the 
particular case. 

In reorganization cases, especially, one finds the greatest lack 
of uniformity. For this indefiniteness the state laws are largely 
responsible. Illinois, for instance, makes the vague require- 
ment that the capitalization of reorganized companies must not 
exceed the " fair value ". 2 Wisconsin places the limit at the 

1 Public Service Magazine, vol. xiv (1913), p. 99. 

2 Stats., ch. iiia, par. 8686 (37). 
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" true value ".' Still more confusing is the New York law, 2 
copied almost verbatim by Missouri. It reads as follows : 

Upon all such reorganizations the amount of capitalization . . . 
shall be such as is authorized by the commission which, in making its 
determination, shall not exceed the fair value of the property involved, 
taking into consideration its original cost of construction, duplication 
cost, present condition, earning power at reasonable rates and all other 
relevant matters and any additional sum or sums as shall be actually 
paid in cash, provided, however, that the commission may make due 
allowance for discount of bonds. 

This long enumeration of elements to be considered in de- 
termining capitalization has the effect of preventing any 
approach to a definite standard. By proper jugglery of the 
various factors almost any capitalization may be justified as 
conforming to " fair value ". That such is the outcome in 
practice is indicated by the recent decisions of the Missouri 
Public Service Commission, which has been called upon to ap- 
prove two very important reorganizations under the require- 
ments of a statute similar to that of New York. 3 One looks in 
vain in these decisions for any scientific basis upon which the 
various amounts allowed were held to indicate " fair value ". 

Another striking example of the conflict between different 
principles of capitalization is to be found in the practice of 
Massachusetts. The commissions of that state are on record 
as supporting the original investment basis of capitalization. 
According to the Public Service Commission, " the general 
purpose of the so-called ' anti-stock-watering laws ' is to limit 
capitalization to honest and reasonable investment, dollar for 
dollar." 4 At another time it said, " our whole anti-stock- 
watering public utility code rests on the assumption that rates 
are to be mainly determined by figuring a fair return on capi- 

1 Stats., ch. 85, sec. 1753 (n). 

2 Public Service Commissions Law, sees. 55a and 69a. 

3 Re St. Louis & S. F. R. Co., December 22, 1915, P. U. R. 1916 F 49; Re Dun- 
ham (reorganization of Kansas City street railways), December 28, 1915, P. U. R. 
1916 E 544. 

' Bay State Rate Case, IV Mass. P. S. C. 33 (1916). 
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tal [i. e., capitalization] and that therefore capital should ac- 
curately represent investment, no less and no more." x Yet, in 
two important respects this rule is violated. In the first place, 
it is violated by the law that the capitalization of reorganized 
street-railway companies shall not exceed the " fair cost of re- 
placement." 2 In the second place, it is violated by the re- 
quirement that stock must be sold at a price not materially be- 
low its market value, even when that price is above par. 

Attention has already been called to the conflicting practices 
of the New York commissions. At least four out of the five 
proposed bases of capitalization have been applied by them 
at various times. Original investment seems to be the 
standard implied in the law forbidding the issuance of stock 
dividends. But the commissions, by allowing the indirect cap- 
italization of surplus under the law permitting the reimburse- 
ment of the treasury for capital expenditures, have to that ex- 
tent supported the actual cost basis. Earning power was the 
test favored by Mr. Stevens of the Commission for the Second 
District and applied in two or three important decisions ; but 
rate-making value has on several occasions been favored by the 
Commission for the First District. 

This confusion of principles may or may not be justified. 
Perhaps it can be shown that no one basis of capitalization 
is applicable in all cases. But if that is true — if it is really 
out of the question to fix a single definite standard — the whole 
attempt to make capitalization correspond to assets is of doubt- 
ful value. For the purpose of any such attempt is simply to 
give full publicity to the amount of the assets. If this pur- 
pose is to be attained, the basis for determining that amount 
must be well known to those who may rely on it. At present, 
the confusing variety of standards prevents any such knowl- 
edge. Only by referring to the reports of the public service 
commissions — and frequently not even then — can one tell 
what the nominal capitalization really means. But if anyone 
is willing to go to that trouble, he will find little use in par 

1 Middlesex & Boston Rate Case, II Mass. P. S. C. 99 (1914), p. m. 
1 R. L., ch. 112, pt. iii, sec. 145 (h). 
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values; for he will be able to analyze directly the property 
accounts of the company without concerning himself about 
the nominal liabilities. 

In the above discussion of the various bases of capitalization 
it has been constantly assumed that the principle of regulating 
security issues so as to make the par values correspond to some 
valuation of the assets is a correct principle. But, as was noted 
at the outset, there are students of corporation finance who 
challenge this assumption, and who insist that the attempt to 
make capitalization correspond to any valuation of the property, 
however determined, is impracticable. The present writer 
confesses to this point of view. In a subsequent article he 
hopes to present reasons for holding that opinion. 

James C. Bonbright. 

Columbia University. 



